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Coordination of Various Policies to 
Achieve Internal and External Equilibrium 1 


137.1 


Let "internal equilibrium" be "full" employment, Y f , clearly a desirable goal. 
Let "external equilibrium" be equilibrium in the exchange rate. Let us exclude private 
international capital flows so that external equilibrium can be achieved only at X 
= M. 



The figure above shows an initial situation of less-than-full employment (Yi) 
and X-M = aYi > 0. Can we achieve both full employment and X=M using just one policy? 
Let us try fiscal policy. We could loosen fiscal to the point where X-M, But at that 
point we still have less than full employment (Y 2 ) . Or we could loosen fiscal policy 
still further until Y f is achieved. But at that point X - M = bY f <0. It appears 
that with one policy tool, we can achieve only one goal at a time. 

Suppose we had 2 policies: fiscal policy and changing the exchange rate. 
Changing the exchange rate shifts the X-M line. (Devaluation raises it; revaluation 
lowers it.) If we can move both the X-M and the S-I+B line, we can achieve both goals: 
Y f and X = M. {See below} 


Advanced students may wish to consult Appendices A20 and A30 that relate this material to IS-LM analysis. 


:nown as "Tinbergen's Law." Tfete law states "in general it takes at 
o achieve n goals." 2 

Exercise Number 1 for the student: The law has "weasel" la 
eneral . " Can you cook up a case where one instrument {policy} coi 

Exercise Number 2 for the student: The law says "at leas' 
. case where 2 instruments {policies} could not achieve two goa 
ssumptions so far, try monetary policy and fiscal policy. 

Now let us recognize international capital movements. Le - 
. fixed exchange rate regime so X-M can’t be moved by exchange 
nterest rates are high in bur country relative to the rest of tii'e 
ncourage an inflow of foreign financial capital and discourse 
inancial capitals, fn general, rherefore, the higher is our in re re 
he demand for our currency. We could have external equilibrium 
ven if X * M. 


Named after Jan Tinbergen, Nobel prize winning Dutch economist. 


137.3 



: The solution to our dilemma is to set monetary policy so that in the figure 
above we attract enough foreign capital (net) to make the trade deficit X - M = -Y f b 
consistent with external equilibrium. 14 we start at Yi, we must tighten monetary 
policy for balance-of-payments reasons so n rises to r 2 , where r 2 is consistent with 
external equilibrium whet X - M = -Yfb. If we only raised r, this would shift S-I+B 
up:.- -But we want it to shift down for full employment v- Bence, we must, loosen fiscal 
policy (reduce B by increasing G or decreasing the tax rate) so that even with increase 
in r, S-I+B shifts down from (S~lfi$i to (S-I+B) 2 . 

,Jtt took the coordination of monetary and fiscal policy (two instruments) to 
achieve two goals: internal and external equilibrium. 3 

Rxerci se for the student: Make up your own examples of achieving the:! goals 
with alternative starting positions for the X-M and S-I+B schedules. 4 


3 Suppose there is a third goal: avoiding inflation. Inflation tends to accelerate as economies approach Yf. A 
third instrument is needed according to Tinbergen's rule. The search for this instrument has bedeviled economic 
policy makers. Countries have tried wage-price controls, voluntary wage-price guidelines and similar devices 
with only limited success at best. 

4 Consider floating exchange rates in your examples. Does a floating rate take care of a goal? 



